ST 99-0363-G L 11/29/1999 COWUTER SOFTWARE

Dear M. XXXXX:
This letter is in response to your letter dated OCctober 16, 1999.
nature of your letter and the information you have provided require that

If transactions for the licensing of computer software, including canned
software, neet all of the criteria provided in Section 130.1935(a)(1),
neither the transfer of the software nor the subsequent software updates
will be subject to Retailers’ Occupation Tax. See 86 Ill. Adm Code

130.1935. (This is a G L).

November 29, 1999

The
we

respond with a General Information Letter, which is designed to provide general
information, is not a statenent of Departnent policy and is not binding on the
Departnent. See 2 I1l. Adm Code 1200.120(b) and (c), encl osed.

In your letter, you have stated and nmade inquiry as follows:

I am faxing to you copies of correspondence received by COVMPANY and
BUSI NESS, fromthe state of Illinois, regarding the tax status of the
software provided to BUSINESS by COVPANY. As you and | discussed
several weeks ago, the software is technically canned, in that it is
sold in it's existing format to users across the country. It is
however, specific enough that before it can be used, COWANY nust send
out technical personnel to actually install and link the software to

the specific operating environnent of that unique customner. In
addition to this custom installation, the software [|icensing,
mai nt enance and support agreenent absolutely neets all of the criteria
listed in 86 Il1. Adm Code 130.1935(a)(1).

The custonmer, BUSINESS, was provided information from one of vyour
associ ate counsels that agrees with the explanation you provided nme on
the phone, in that wunder those conditions, the software and the
upgrades were not subject to sales tax. However, the client COVWANY
Sof tware, received information directly from the sales tax departnent
t hat st at ed t hat because it was canned sof twar e, Section
130. 1935(a) (1) does not apply.

Coul d you please help us resolve this issue once and for all so that
COMPANY can properly report and collect the sales tax it is legally
required to. I would greatly appreciate it if you could respond by
fax as soon as possible, to ####. Pl ease feel free to call ne at ####
if you have any questi ons.

CGenerally, sales of “canned” conputer software are taxable retail sales in
IIlinois. See the enclosed copy of 86 Ill. Adm Code 130.1935. However, if the
computer software consists of custom conputer prograns, then the sales of
software may not be taxable retail sales. See Section 130.1935(c).
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Custom conputer prograns or software are prepared to the special order of
the custoner. The selection of pre-witten or canned prograns assenbled by
vendors into software packages does not constitute custom software unless real
and substantial changes are nade to the prograns or «creation of program
interfacing logic. See Section 130.1935(c)(3).

If transactions for the licensing of computer software, including canned
software, neet all of the criteria provided in Section 130.1935(a)(1), neither
the transfer of the software or the subsequent software updates wll be subject
to Retailers’ Cccupation Tax.

A license of software is not a taxable retail sale if:

A) it is evidenced by a witten agreenment signed by the licensor and the
cust omer;

B) it restricts the custonmer’s duplication and use of the software;

(@) it prohibits the custonmer fromlicensing, sublicensing or transferring

the software to a third party (except to a related party);

D) the vendor wll provide another copy at mnimal or no charge if the
custoner | oses or danmages the software; and

E) the custoner nust destroy or return all copies of the software to the
vendor at the end of the license period.

As stated above, |icenses of conputer software are not taxable if they neet
all of
the criteria listed in Section 130.1935(a)(1). However, item (D) of that part
requires the license to contain a provision requiring the vendor to provide

another copy at mnimal or no charge if the custoner |oses or damages the
software. The Departnent has deenmed software |icense agreenents to have net this
criteria if the agreements do not contain a provision about the |oss or damage of
the software, but the vendors’ records reflect that they have a policy of
providing copies of software at mnimal or no cost if the customers |ose or
destroy the software.

Item (E) of this part also requires a license to require a custoner to
destroy or return all copies of the software to the vendor at the end of the
i cense period. The Departnent has al so deened perpetual |icense agreenents to
qualify for this criteria even though no provision is included in the agreenents
that requires the return or the destruction of the software.

In general, maintenance agreenments that cover conputer software and hardware
are treated the sane as nmaintenance agreenments for other types of tangible
personal property. Please refer to 86 Ill. Adm Code Section 130.1935(b),
encl osed. The taxability of maintenance agreenents depends upon whether charges
for the agreenents are included in the selling price of the tangible personal
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property. If the charges for the agreenments are included in the selling price of
the tangi bl e personal property, those charges are part of the gross receipts of
the retail transaction and are subject to tax. No tax is incurred on the

mai nt enance services or parts when the repair or servicing is performed.

If maintenance agreenents are sold separately from tangible persona
property, sales of the agreenents are not taxable provided under the maintenance
agreenents, the service or repair conpanies will be acting as service providers
under provisions of the Service Cccupation Tax Act that provide that when service
providers enter into agreenents to provide naintenance services for particular
pi eces of equipnent for stated periods of tine at predeterm ned fees, the service
providers incur Use Tax based on their cost price of tangible personal property
transferred to custoners incident to the conpletion of the nmaintenance service
See the enclosed copy of 86 Ill. Adm Code 140.301(b)(3).

Charges for updates of canned software are fully taxable pursuant to Section
130. 1935. If the updates qualify as custom software under Section 130.1935(c),
they may not be taxable. But, if rmaintenance agreenents provide for updates of
canned software, and the charges for those updates are not separately stated and
taxed, then the whol e agreenment woul d be taxable as sal es of canned software.

Assumi ng that the services provided, such as installation, phone support,
training, and sem nars, do not require the transfer of tangible personal property
to the recipients of those services, charges for such services are exenpt if they
are separately stated from the selling price of canned software. See Section
130. 1935(b). If conputer software training or other support services are
provided in conjunction with a sale of custom conputer software or a license of
computer software, the charges for that training are not subject to tax.
Conti ngency plans or agreenments to provide back up conmputer systens in the event
of a disaster are not sales of tangible personal property and are not subject to
t ax.

I hope this information is helpful. The Department of Revenue maintains a
Web site, which can be accessed at ww. revenue.state.il . us. If you have further
guestions related to the Illinois sales tax |aws, please contact the Departnent's

Taxpayer Information Division at (217) 782-3336.

If you are not under audit and you wish to obtain a binding Private Letter
Rul i ng regardi ng your factual situation, please submt all of the information set
out initens 1 through 8 of the enclosed copy of Section 1200.110(b).

Very truly yours,

Martha P. Mote
Associ at e Counsel

MPM sk
Enc.



